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U.S. SMALL BUSINESSADMINISTRATION

OFFICE OF INSPECTOR GENERAL
Washington, D.C. 20416
AUDIT
REPORT
I ssue Date: September 30, 1998
Number: 8-8-F-002-028
Date: September 30, 1998
To: Arnold Rosenthal, Associate Adminigtrator,
Office of Borrower and Lender Servicing
Alberto Alvarado, Didtrict Director
Los Angeles Digtrict Office
Richard Taylor, Director
Preferred Lender Program (PLP) Loan Processing Center
|I;:-f. :I .I':."' '___."\__
From: Peter L. McClintock, Assistant Inspector Genera
for Auditing
Subject: Audit of Los Angdles Didrict Office 7(a) Loans

Attached is a copy of the subject audit report. The report contains two findings with eight
recommendations for the Associate Adminisirator, Office of Borrower and Lender Servicing; Didtrict
Director, Los Angeles Didtrict Office; and the Director, PLP Loan Processing Center.

The recommendationsin this report are subject to review and implementation of corrective
action by your office in accordance with existing Agency procedures for audit follow-up. Please
provide your management response to the recommendations within 30 days from the date of this report,
using the attached SBA Forms 1824, Recommendation Action Shest..

Any questions or discussions of the issues contained in this report should be directed to Garry
Duncan at 202-205-7732.

Attachment

cc: Acting Associate Adminidrator for Financid Assgstance
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SUMMARY

The audit was part of a nationwide review to determine whether 7(a) loans were
processed, disbursed, and used in accordance with Small Business Administration (SBA)
requirements. The Los Angdles Digtrict Office was assigned 1,908 loans vaued at $662.1
million from March 1, 1996 to June 30, 1997. The sample loans, made to smdl business
concerns within the state of Cdlifornia, were processed by the Digtrict Office and the Preferred
Lender Program Loan Processing Center. We sdlected arandom sample of 30 loans valued at
$10 million for review.

SBA procedures for lenders and SBA loan officers are intended to reduce risks and
assure that only digible loans are guaranteed. Failure to follow these procedures increases the
chance that indigible or risky loanswill be gpproved. We reviewed lenders compliance with
22 such procedures. We determined that lenders did not follow at least 1 of the 22 SBA
procedures for 11 of the 30 loans reviewed.

The noncompliance with procedures consisted of the following:

The proceeds for two |loans totding $270,000 were used either for an indigible
purpose or were not used in accordance with the terms of the loan agreement.

Lenders did not verify equity injections totaling $233,400 for two loans vaued at
$422,000.

Financid information was not verified with Internal Revenue Service prior to
disbursing six loans vaued a about $1.2 million.

The borrower for a[FOIA Ex.4] loan showed financia statement income that
exceeded his average tax return income by 275 percent. The borrower also lacked
loan repayment ability and had a poor credit history.

Available callatera was not taken to secure one loan.

Compensation agreements were not prepared for two loans totaling approximately
$1.3 million, and the borrowers were charged prohibited fees totaling $15,600.

In addition, two loans totaling $700,000 were canceled, but the lenders did not notify SBA of
the cancdllations for at least 8 months.

During the audit, we notified the Didrict Director that a participant in the Preferred
Lender Program had not followed SBA’s lending policies and procedures in processing three
PLP loansreviewed. When we brought this to the Didtrict Director’ s atention, he immediately
issued awarning to the lender.

Asof August 31, 1998, 24 of the 30 sampled loans were current, 1 was past due, 2
were paid in full, and 3 were canceled, but SBA had not canceled one of the loans. Lender
responses regarding the loans indicated the deficiencies were due to loan officers choosing to
ignore SBA policy and unintentiond loan officer errors.

We made eight recommendations to the Associate Adminigtrator, Office of Borrower
and Lender Servicing; the Digrict Director, Los Angeles Digtrict Office; and the Director,



Preferred Lender Program Loan Processing Center, dl of whom agreed with the report and
recommendetions.

The findingsin this report are the conclusions of the OIG’s Auditing Division based on
testing of the auditee' s operations. The findings and recommendations are subject to review,
management decision, and corrective action by your office in accordance with existing Agency
procedures for follow-up and resolution.



INTRODUCTION
A. BACKGROUND

Audits of the SBA LowDoc Loan Program (a subsection of the 7(a) Loan Program) in 1996
and 1997 showed that lenders and SBA didtrict offices were not dways processing loans in compliance
with existing policies and procedures. At the request of SBA’s Office of Financid Assstance, we
initiated an audit of the 7(a) Loan Program to determine if asimilar level of non-compliance exists. Our
evauaion will be presented in a summary report combining the results of eight individua audits. This
report presents the audit results for one site.

Section 7(a) of the Small Business Act of 1958, as amended, authorizes SBA to provide
financid assgtance to smal businesses. SBA provides thisfinancia assstance primarily by guaranteeing
loans made by participating lendersto smdl businesses. To obtain the SBA guarantee, alender must
have continuing ability to evaluae, close, service, and liquidate loans in accordance with SBA
requirements. A Loan Guaranty Agreement between SBA and the lender requires the lender to abide
by SBA regulations and procedures and alows the lender to request SBA purchase of defaulted loans.

Generaly, SBA regulations and procedures require both the lender and SBA to review the
borrower’ s digibility, repayment ability, management qualifications, character, creditworthiness, and
adequacy of collatera for loans submitted under regular procedures. The most active and expert
lenders qudify for SBA’s Certified Lender Program (CLP) and Preferred Lender Program (PLP),
respectively. Under CLP procedures, SBA utilizes the credit presentation of the lender and makes a
credit and digibility determination. Under PLP procedures, the Sacramento PLP Loan Processing
Center reviews |loan goplications solly for digibility.

B. AUDIT OBJECTIVE AND SCOPE

The audit objective was to determine whether 7(a) loans (excluding specid programs with
modified requirements such as LowDoc) were processed and proceeds disbursed and used in
accordance with SBA requirements. The audit was based on a statistical sample of 30 loans valued a
$10 million out of a population of 1,908 loans for $662.1 million made to small businesses in the ate of
Cdiforniaand assigned to the Los Angeles Digtrict Office between March 1, 1996, and June 30, 1997.

The auditors reviewed compliance with 22 procedures established by SBA to reduce risks
associated with loan making and to assure that only digible loans are guaranteed (see Appendix B). To
make these determinations, the auditors reviewed lender and/or SBA file documentation for each loan in
the sample; interviewed borrower, lender, and SBA didrict office personnd; and visited businesses to
review records. Field work was performed from January through April 1998. The audit was
conducted in accordance with Government Auditing Standards.



RESULTSOF AUDIT

FINDING 1 SBA 7(a) Guaranteed L oanswer e not Always Processed, Disbursed, and Used
in Accordance with SBA Requirements

SBA procedures for lenders and SBA loan officers are intended to reduce risks and assure that
only digible loans are gpproved. The chance that risky or indligible loans will be approved isincreased
when these procedures are not followed. In our sample, at least one processing or disbursing deficiency
was identified for 11 of the 30 loans reviewed. Noncompliance with established procedures resulted in
SBA ingppropriately providing $196,000 in guarantees for three loans (sample numbers 14, 18, and
22). Corrective actions are necessary to protect guarantees totaling $433,750 for four other loans
(sample numbers 5, 8, 15, and 17). Borrowers for two additiona loans (sample numbers 23 and
30) were charged fees totaling $15,600 which were not permitted by regulation and should be
refunded. No action isrequired to protect the guarantees for the remaining two loans (sample numbers
6 and 27) snce SBA’s requirements were complied with after the loans had been disbursed.

L oan Proceeds wer e used for an Indigible Purpose

SBA approved a guarantee for aloan processed by a PLP lender where the proceeds were
disbursed and used for an ingligible purpose. The loan for [FOIA EX. 4](sample number 14) was
approved in [FOIA EXx. 4] for working capital. The loan proceeds were disbursed to the PLP lender
and used to pay down aline of credit the borrower had with the lender. The use of proceeds could be
perceived as involving a conflict of interest. The lender should have processed the loan under regular
procedures and provided afull explanation of the debt to SBA. Because the loan was processed under
PLP procedures, SBA would not have been aware the loan proceeds would be used to reduce the line
of credit and to transfer the PLP lender's risk of lossto SBA. Since the lender did not process the loan
under regular procedures, SBA should rescind the [FOIA Ex. 5] guarantee. Asof August 31, 1998,
the loan was current.

According to Title 13 Code of Federd Regulations (CFR) Section 120.452, alender may not
make a PLP |oan that reduces its existing credit exposure for any borrower. 1n addition, Section
120.140 requires a lender to process the loan under regular procedures and to provide a full
explanation to SBA that the loan will repay or refinance debt owed to the lender and would reduce the
lender's exposure to aloss. Section 120.140 aso prohibits alender from engaging in transactions which
could result in ared or apparent conflict of interest.

L oan Proceedswere not used for An Approved Purpose

The proceeds of a[FOIA Ex. 4] loan (sample number 22) were not used for the purpose
approved by SBA. Any deviation from the purpose identified in the [oan agreement requires SBA
gpprova. The loan was gpproved in [FOIA EX. 4] to purchase red estate for the expansion of a
business.

The loan agreement required the lender to obtain satisfactory evidence that the borrower was
duly licensed before making the first disbursement. The loan agreement also ated that this provison
could not be waived without the prior consent of SBA. The lender disbursed the |oan proceeds without
proof that the borrower had obtained the required business license for the location purchased.
According to the Los Angeles County Department of Licensing, the borrower did not apply for the



required license. The proceeds were used to purchase red estate to rent. SBA was not aware that the
terms of the loan agreement were violated, and the funds had not been used to expand the business,
until our audit. The SBA guarantee of [FOIA Ex. 5] should be rescinded.

Based on discussions with SBA personnd during the audit, the Digtrict Director reprimanded
the lender. The lender consequently obtained a letter from the borrower stating that the loan would be
paidinfull. Theloanwasrepaid May 27, 1998.

Equity Injectionswere not Verified Prior to Disbursement

Lenders did not ensure that required equity injections were made for two loans totaling
$422,000. By not complying with the loan requirements, lendersincreased the risk that borrowers may
not remain committed to the business or the business may not have sufficient cash flow to sustain
operations.

A loan for [FOIA Ex. 4] (sample number 15) for the purchase of red property for an existing
business was approved in [FOIA Ex. 4]. The loan agreement required an equity injection of $135,000
in cash prior to the first disbursement. The lender's loan file contained evidence that only $51,600 (38
percent of the required amount) was injected prior to disbursement of the loan proceeds. During our
visit to the business, the borrower could not provide acceptable proof that the remaining $83,400 had
been injected. Either the remaining injection should be made or the guarantee should be reduced to
reflect the lack of the required equity injection. Asof August 31, 1998, this loan was current.

A loan (sample number 27) was gpproved in [FOIA Ex. 4] to provide working capital of
[FOIA Ex. 4]. Theloan agreement required the lender to have evidence that the borrower injected a
least $150,000 into the business. The lender did not obtain evidence that the borrower had injected the
required equity until April 1998, when we requested proof of the equity injection. The lender provided a
letter from the borrower's accounting firm dated 15 months after the loan proceeds were disbursed
stating the borrower had injected $112,500 into the business. The letter was not adequate evidence
and did not indicate when the injection was made. During our site visit to the borrower, we were able
to verify that the required injection had been made. Asof August 31, 1998, the loan was current.

Financial I nformation was not Verified Prior to Disbursement

For 6 loans totaling $1.2 million, lenders did not verify business or borrower financid
information prior to disbursement as required by the loan agreements. SBA Policy Notice 9000-941
requires lenders to obtain Interna Revenue Service (IRS) verification of the financia information of the
amdl business concern and for a business being purchased prior to disbursng the loan proceeds. This
requirement ensures the financid information, submitted by smal businesses and used by lenders and
SBA to make loan decisons, is credible.

A loan for [FOIA Ex. 4] (sample number 5) was approved for the purchase of business
equipment, inventory, and working capitd in [FOIA Ex. 4]. Asrequired, the lender verified the tax
returnsfor 1993 and 1994. The 1995 tax return was not available at the time the other returns were
verified because an extenson to file the return had been granted. The businesswas asole
proprietorship and even if an additiond extension of time to file the tax return had been granted, it
should have been filed no later than October 15, 1996. The lender, therefore, had time to verify the
1995 tax return before the loan proceeds were disbursed in January 1997. During the audit the lender
dated that a request for verification of the 1995 tax return would be resubmitted. SBA should ether



verify that the 1995 tax return in the loan application agrees with IRS validated data or rescind the
guarantee of [FOIA Ex. 5]. Asof August 31, 1998, the loan was delinquent.

A [FOIA Ex. 4] loan (sample number 6) was gpproved in [FOIA EX. 4] to pay a specific
vendor, to provide working capital, and to pay loan fees. The loan proceeds were disbursed before the
tax verifications were received for 1992 through 1994. There was, however, no difference between the
financia information submitted by the borrower and the IRS verification. Asof August 31, 1998, the
loan was current.

A [FOIA Ex. 4] loan (sample number 8) was approved in [FOIA Ex. 4] for the purchase of
an exiding business and for working capitd. The lender did not verify the sdller’ sfinancid information
because the seller had not filed his 1995 tax return. After the loan was disbursed, the lender could not
obtain an IRS tax verification because the sdler could not be located. Since the sdller only owned the
business for one year, verificaion of the accuracy of the sdler’ sfinancid information is an important
element of the credit decison. The business was a sole proprietorship and the 1995 tax return should
have been filed no later than October 15,1996, if the taxpayer had been granted an additional extension
of timeto filethe return. Since the loan was not disbursed until January 1997, the lender would have
had time to obtain a verification. We compared the borrower’ s tax return for 1997 with the seller’s
reported gross sales for 1995 and found a significant difference. The borrower’ stax return for 1997
showed [FOIA Ex. 4] in gross saes, which were about 59 per cent of the seller's reported gross sales
of [FOIA Ex. 4] for 1995. The decrease in gross sales of 41 percent in a 2-year period may be an
indication that financia information submitted by the seller was inaccurate. Since the lender did not
verify the financia information before disbursement and the seller cannot be located to authorize IRS
verification, the loan guarantee of [FOIA Ex. 5] should be rescinded. Asof August 31, 1998, the loan
was current.

A loan for [FOIA Ex. 4] (sample number 14) was approved for working capital in [FOIA Ex.
4]. Thelender clamed it had complied with the IRS verification requirement for 1993 through 1995,
but could not provide any evidence that the verifications had been requested. The lender agreed to
resubmit the request for tax verifications.

A loan for [FOIA Ex. 4] (sample number 17) was approved in [FOIA EXx. 4] for the
acquisition and refinancing of commercid properties used by an existing business. Theloan files did not
contain an IRS tax verification and the lender could not explain why its former loan officer had not
requested the verification. We asked the lender to obtain the tax verification. SBA should ether verify
that the tax returnsin the loan application agree with IRS vaidated data or rescind the guarantee of
[FOIA Ex. 5]. Asof August 31, 1998, the loan was current.

A [Ex. 4] loan (sample number 18) for working capita was approved in [Ex. 4]. The lender
disbursed the loan proceeds prior to receiving tax verifications for 1993 through 1995. The verifications
showed discrepancies between the financid information provided by the borrower and the information
reported on the tax returns. The [Ex. 4] guarantee for thisloan should be rescinded. As of August 31,
1998, the loan was current.

Borrower Provided I naccurate Information, Lacked Repayment Ability, and was not
Creditworthy

One borrower who received a[EX. 4] (sample number 18) provided inaccurate information to



the lender. In addition, the lender did not adequately evauate the borrower’ s repayment ability or
creditworthiness. The loan was approved by SBA on [FOIA EX. 4], and

loan proceeds were disbursed on [FOIA EX. 4]. As mentioned in the paragraph above, the loan
guarantee in the amount of [EX. 5] should be rescinded.

Inaccurate Information The lender reported the borrower had practiced law in the area
for 20 years. The borrower's tax returns for 1993 and 1994, which were verified with IRS
transcripts, showed no income from his law practice, nor did the lender'sloan file contain
any higorica income to support the claim of being in business for 20 years. Further, the
borrower’s copy of his 1995 tax return (which had not been filed with IRS at the time of
loan approval) did not show any businessincome. For 1996, the borrower showed a
financid statement with net income of [EX. 4&6]. Thiswas 275 percent greeter than the
previous 3 years average non-business income reported on the tax returns. The tax returns
showed income of [EX. 4& 6] (1993), [EX. 4& 6] (1994), and [EX. 4&6]. Thelender's
verification of the borrower's tax return for 1996 showed gross revenues of [EX. 4&6] and
net income of only [EX. 4&6]. All atemptsto contact the borrower were unsuccessful.
The borrower would not return numerous telephone cals, and an auditor was denied access
to the borrower's office. Based on the discrepancies discussed above and the borrower's
falure to meet with us, we have referred thisloan to the Investigations Divison [4, 6, &
7(A), (B), & (C)]

Repayment Ability The best evidence of repayment ability for an ongoing busnessis
sufficient cash flow from prior operations. Ingtead of usng higtorical financid information to
project cash flow, the lender used interim financia data, which was inaccurate, to show cash
flow was sufficient to service the debt. The 1996 income statement showed gross revenues
of [EX. 4] and net income of [EX. 4]. Gross revenues and net income on the verified 1996
tax return were only 54 percent and 14 per cent, respectively, of figures on the financia
gsatements. Based on the tax return information, the borrower lacked the ability to repay
theloan. SOP 50 10 3, Chapter 2, paragraph 13 states the ability to repay the loan from
cash flow of the busnessis the most important consideration in the loan making process.

Creditworthiness The lender did not report to SBA that its borrower had a bad credit
history with severd tax liens and judgments. The borrower's credit report showed 11 tax
liens (including two Federd tax liens) and 3 civil judgments totaing $28,152 for 1991
through 1996. The credit report and lender's |oan file indicated the borrower was unlikely
to conform to the terms of the loan agreement and was not digible for an SBA guaranteed
loan. The lender informed SBA and the auditors that the borrower had cleared the liens
and judgments. We could not determine if the liens and judgments had been cleared
because the lender did not obtain proof from the borrower and the borrower refused to
meet with us. According to 13 CFR 120.150, loans must be so sound as to reasonably
assure repayment, and applicants must be creditworthy, including character, reputation, and
credit history. Repesated failure to pay taxesindicates aless than creditworthy character.

Available Collateral was not used to Secure L oan
One lender (sample number 18) did not require adequate collatera to securea[EX. 4] loan

athough the borrower reported two worthwhile assets - $195,000 equity in a[EX.4] residence and
$65,000 equity in arental property. SOP 50 10 3, paragraph 16.a. states that to the extent worthwhile



asts are available from the applicant, adequate collaterd isrequired. The lender informed usit did not
use elther of the assets as collatera for the loan because the lender's past experience with the borrower
indicated he was agood credit risk. Since we are recommending rescisson of the guarantee for this
loan, no action on obtaining additiona collaterd is needed.

Prohibited Fees were Paid and Compensation Agreements wer e not Prepared

Agents for two lenders charged one borrower a broker fee and another borrower aloan
referral fee. Procedures to regulate fees charged borrowers arein 13 CFR 103.5. Applicants, agents,
or packagers must execute a compensation agreement and provide a copy to SBA. The compensation
agreement provides that the agent or packager will not charge an amount deemed by SBA to be
unreasonable. The agreement also provides for a refund to the borrower of any sum in excess of the
amount deemed reasonable. The types of fees alender or an associate may not collect from the
borrower or share with third parties are set forth in 13 CFR 120.222. This section specificaly prohibits
agents or lenders from charging an applicant any commitment, bonus, broker, commission, referrd or
gmilar fees

[FOIA EX. 4] loan (sample number 23) was approved to purchase rea property and to
provide working capital. The required compensation agreement or report to SBA was not prepared
athough the borrower was required to pay abroker about one percent of the loan amount. The
borrower stated he paid the broker [EX. 4] for theloan. The broker stated both the lender and the
borrower paid him a one per cent fee. Since the compensation agreement was not prepared and
submitted, SBA was unaware that abroker fee was paid. Asof August 31, 1998, the loan was
current.

[FOIA EX. 4] (sample number 30) was gpproved in [EX. 4] for building improvements,
repayment of three debts, and related costs. A compensation agreement was not prepared and
submitted to SBA showing that the borrower was charged aloan referrd fee of $11,600. The
borrower confirmed he paid the fee. If the compensation agreement had been properly prepared and
submitted, SBA would have been aware of the referrd fee paid and could have taken appropriate
action. Asof August 31, 1998, the loan was current.

Relationship of L oan Deficienciesto SBA Oversight

All of the loans with deficiencies were originated when SBA had limited or no oversight of the
lender’ sloan processing and disbursing. For certain loan processing and disbursing actions, an SBA
digtrict office would normally be unaware of how and when the actions were done because no
documentation of the actions were required to be submitted to SBA. These actionsinclude, but are not
limited to, equity injections, IRS verifications, and use of loan proceeds. Didtrict offices are unaware of
amogt al actions for loans processed under PLP procedures.

All deficiencies identified were processing or disburaing actions not normaly reviewed by or
reported to SBA under existing procedures. Therefore, the deficiencies generally would not be
identified by SBA until after the loan defaulted and the lender requested that the guarantee be honored.

Reasonsfor lender deficiencies

Because lenders were responsible for dl the deficienciesidentified, we determined why the
deficiencies occurred. Lenders provided the following reasons:



Loan officer chose to use other than SBA policy 10 deficiencies

Loan officar made an unintentiona error 10 deficiencies

These issues will be further addressed in a summary audit report onthe 7 (a) Loan Program
because actions to minimize SBA’ s risk must be implemented Agency-wide.

Recommendations
We recommend that the Office of Borrower and Lender Servicing take the following actions.
1A. Direct the Fresno Servicing Center to write a letter to the lenders concerning the
deficiencies found in loan origination for samples numbers 8, 14, and 18 and request the
lenders to release SBA from its guarantee.

We recommend that the Los Angeles Didtrict Office Director take the following actions:

1B. Rescind the guarantee for sample number 22. (Based on the actions taken by the
Didtrict Director after we brought the ingligible use of proceeds to his atention, the loan
has been paid in full.)

1.C. Require the remaining equity injection of $83,400 for sample number 15 be made
or notify the lender that SBA may deny liability in whole or part if requested to
purchase the guarantee.



1E. Reguirethelenders agentsto refund the referra and broker fees charged borrowers
for sample numbers 23 and 30 and advise the lenders and their associates to refrain
from charging or collecting commission, broker, referra, or smilar fees from borrowers.

1.F. Reemphaszeto lendersther respongbility to comply with SBA loan requirements,
induding ensuring

loans are for digible purposes,

loan proceeds are used for authorized purposes,

SBA gpprova is obtained for any loan agreement modifications,
required cash and equity injections are made and properly documented,
financia data are verified with the IRS prior to disbursement of loan
proceeds,

borrowers are creditworthy and eigible for loans,

borrowers have evidence of repayment ahility,

potentia fraud is reported to SBA,

loans are adequately secured,

joint payee checks are used,

compensations agreements are completed and sent to SBA, and
borrowers are not charged commission, broker, referral and similar fees.

SBA Management’s Response

The Deputy Associate Adminigtrator, Office of Borrower and Lender Servicing, verbdly stated
he would ingtruct the Fresno Servicing Center to write aletter to the lenders for sample numbers 8, 18,
and 14 informing them of the deficiencies concerning originaion and requesting the lenders to release
SBA from the guarantee. The letter will aso inform the lenders that if they do not release SBA from its
guarantee, SBA may deny liability, in whole or in part, if purchase is requested.

The Didrict Director agreed with the finding and stated that the following actions were being
taken to implement the recommendations. The Didtrict Office will require the borrower to make the
remaining equity injection for sample number 15 and natify the lender that SBA may deny liahility, in
whole or in part, if purchase is requested, because the lender failed to require evidence that the equity
wasinjected. Lendersfor sample numbers 5 and 17 will be notified that SBA may deny liability in
whole or in part, if purchase is requested, unless the lenders obtain IRS verifications and the data agrees
with borrower submitted financid information. Lenders for sample numbers 23 and 30 will be
requested to return disallowed fees to the borrowers. The lenders and their associates will be advised
to refrain from collecting disallowed fees. To reduce risk and to ensure that only eigible loans are
mede, the Didtrict Office will re-emphasize to lenders their respongbility to comply with SBA
requirements.

Evaluation Management’s Response

The actions taken or planned to be taken by the Office of Borrower and Lender Service and
the Didtrict Director meet the intent of the recommendations.

FINDING 2 Canceled Loanswerenot Reported to SBA



Two loans totaling $700,000 were canceled by the lenders without informing SBA.  If the
lenders had promptly notified SBA of the cancellations, |oan guarantees totaling $530,000 could have
been made available to other lenders and smdl business entities.

A loan for [FOIA Ex. 4] (sample number 16) was approved in [FOIA EX. 4] to purchase a
business and provide working cepitd. After learning the business had an outstanding lawsuit, the
borrower canceled the loan in mid-1997. The lender refunded the borrower's fees in December 1997.
At our request the lender informed SBA, in writing, of the loan cancellation in February 1998, some 8
months after the borrower canceled the loan. SBA canceled this|oan after receiving the lender’ s written
notification. The lender's failure to report the cancdllation resulted in $450,000 in SBA guarantee
authority being temporarily unavailable to guarantee |oans for other borrowers.

A loan (sample number 31) was gpproved in [FOIA Ex. 4] for new congtruction and working
capital. The loan agreement was never executed because the borrower could not be located and was
reported missing. At the request of the borrower's son, the lender canceled the loan in May 1997, but
did not inform SBA of the cancellation until our audit, more than 8 months later. Asof July 10, 1998,
SBA had not canceled theloan. Asaresult, $80,000 in SBA guarantee authority was unnecessarily
obligated which could have been used to guarantee other loans.

Recommendations
We recommend that the PLP Loan Processing Center Director take the following action:
2A. Cancd the guarantee authority for sample number 31.
We recommend that the Los Angdles Didtrict Director take the following action:
2B. Reemphasizeto lenderstheir respongbility to comply with the requirement to

notify SBA promptly whenever achangein the loan satuswarrants  withholding or
not making a disbursement.



SBA Management’s Response

The Center Director stated that the guarantee authority for sample number 31 has been
cancelled.

The Digtrict Director did not directly respond to the recommendation to re-emphasize to lenders
to notify SBA promptly when changes in loan status warrants withholding or not making disbursement.
The Didtrict Director did indicate, however, that future training would stress the items noted in the audit
report to ensure compliance.

Evaluation Management’s Response

The PLP Loan Processing Center implemented the recommendation. The Didtrict Director’s
response satisfies the recommendation because the items noted in the report will be included in future
lender training.

Other Matters
L ender Non-compliance with SBA Poaliciesand Procedures

During the audit, we reviewed three loans (sample numbers 8, 18, and 22) processed by the
same PLP lender. Thelender violated SBA policies and procedures in processing each of the loans.
The lender did not--

veify sdler finandd informetion,

verify borrower tax return information prior to loan disbursement,
prohibit a borrower from violating the loan agreemert,

determine a borrower’ s creditworthiness and ability to repay the loan, or
adequatdly secure aloan.

We brought the discrepancies to the attention of the Los Angdles Didrrict Director and his staff
during the audit. Asaresult, the Didrict Director wrote a stern warning letter that directed the lender to
correct the systemic problems found during the audit. The lender reported it immediately reviewed its
loan operations and took action to correct the problems identified.

We provided the information on this lender to the staff of the Acting Associate Adminigtrator for
Financid Assstance for congderation in scheduling and conducting a PLP review of the lender.

Borrower Misrepresentations
The auditors requested crimina history reviews for the principas of each loan identified asa
borrower. The results of the crimina history checks showed that four borrowers did not state they had

acrimind higory, when in fact they did. Their hitories, however, did not contain offenses that were
serious enough to preclude financid assstance from SBA.

10



Appendix A
Schedule of L oans Reviewed and Their Status as of August 31, 1998

SAMPLE LOAN BORROWER GUARANTY LOAN LENDER TYPE
NUMBER | NUMBER (%) AMOUNT LOAN
STATUS
1 [ FOIA Exemptions4, 6, and 7(A)(B)&(C) ] Current CLP
2 Current PLP
3 ________ —_——
4 Current CLP
5 Past Due REGULAR
6 Current CLP
7 Current REGULAR
8 Current PLP
9 Current PLP
1
11 Current PLP
12 Current PLP
13 Current PLP
14 Current PLP
15 Current REGULAR
16 Canceled PLP
17 Current REGULAR
18 Current PLP
19 Paid in Full REGULAR
20 Canceled CLP
21 Current PLP
22 Paid in Full PLP
23 Current PLP
. 1
25 Current PLP
26 Current REGULAR
27 Current CLP
28 Current PLP
29 Current PLP
30 Current REGULAR
31 Canceled PLP
32 Current PLP

8
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Schedule of Procedures Reviewed and the Related L oanswith Discrepancies

Appendix B

Pr ocedures Reviewed

L oanswith Discrepancies

1) Inadequate evidence of repayment ability

2) No repayment ability caculation documented

3) Lack of character/creditworthiness (including lack of credit reports)
4) Conflict of interest

5) Alternative sources of funds availability

6) Sizestandards

7) Indigibleloan purpose or indigible use of proceeds

8) Unalowed businesstype

9) IRS veificaion not done

10) IRS verification done after disbursement of loan

11) Fasefinaccurate financia information provided

12) 1050 Settlement sheet Sgned in blank

13) 1050 Settlement sheet not prepared

14) Disbursements not made per loan authorization requirements
15) Joint payee checks not used

16) Use of proceeds not verified or not used in accordance with ALA
17) Required equity injections not verified

18) Adverse change not reported

19) All available and needed collateral not used

20) Disbursements not per the required time frame

21) Required standby agreement not obtained

22) Unallowable fees charged borrowers

[ #18]

[#18]

[#14]
[##s5, 8,14, &17]

[#56 & 18]
[#18]

[#22]
[##s15 & 27]

[#18]

[##'s 25 & 30]

FO A Ex. 4




’ APPENDIX C
U. 8 SMALL BUSINESS ADMINISTRATION (1 of 2)
LOS ANGELES DISTRICT OPFICR
330 N. BRAND
GLENDALE. CALIFORNIA §11303-2308
Date: September 28, 19590
To: Peter J. McClintock

Assistant Inspector General Por Auditing
Office of Inspector General

From: Alberto G. Alvarado
District Director

Subject: Audit of Los Angeles District Office 7(a) Loans
Draft Audit Report No. 8-0-r-002

Thank you for the opportunity to comment on the findings and
recoumsndations contained in your draft audit report received in this
office on August 28, 1998, We believa that the Agency’s policies and
procedures must be observed and with your assistance we will continue
to do everything possible to maintain a pertfolio that is of the

highest quality.

In that = I should note that, as we have done historically, our
lender tr vill esphasize the importance and necsssity that
eligibility issues be addressed and that only eligible loans be made.
%we will reiterate, as we have done in the past, and traim our 1l
partners on the necessity for compliance with the terms and conditions
of the loan Authorization and the necessity that financial data be
verified prior to disbursement. As you are avare we presently conduct
numerous lendexr training sessions each year (over 18 this year) to keep
lenders apprised of 3BA’s policies and procedures while also informing
them of the potential consequences of their failure te comply.

In our future training wve will streas the items noted in the audit to
ensure compliance. In addition, we will continue our ongoing practics
of conducting regular training for our Loan Spacialists and Attorneys
on eligibility issues, £ requiremants, fraud - issues, and
goneral SBA rsgulations, guidelines, policies, and procedures.

wWith regard to the specific recommandations of the draft audit report,
noted on page 7, the Los Angeles District Offics is in the process of
doing the following:

¢ Requiring that the remainina ecuitv injection be made on item
nusber 18 T Ex 4 . 1 while
informing the lendar that SBA may deny liability in whole or in
part, if purchase is requested, based upon the lendex’s failure
to require aevidence that the equity vas injected.

e Notifying the lenders for saimple number 5 (T EX! L:‘ )
J and sample number 17 [ £x Y

Ml—-‘mam-ml—

Ex 4



ArErawia L

(2 of 2)

S Ex 4w S > that SBA may wlm:u:y
umuuum if purchase is reQuasted, unless IRS
m“iuummmmmauwuthmlmm
information submitted by the borrowvers.

(Pazenthetically, we note that. ths lack of IRS verification Dy
subject participants is the primary discrepancy noted in the
audit. The Los Angeles District Office will therefors stress
this subjsct in future lender and Loan Specialist training and
would suggest the PLP Csanter do likevise.)

¢ Roquiring that the lenders return disallowed tm to ths
borrovers in samples 23 ¢ E~x d .
Jand 30 (C Ex_4
Jnuyboduﬁmtuauyto:mtozoqnina
Szoker to rsturn a fee since wve have no coatractual relationship
with the Broker and the Sroker is not subject to SEA
Jurisdiction. The Los Angeles District Office will, howsver,
advise the lenders and their associates to refrain from
oollecting commission, brokexr, referral, or similar fees from

As mentioned above, we will :o-aphu.lu to lenders their
responsibility to comply with SAA loan requirements in order to rsduce
risk, easure that only eligible loans are made, and to maintain the
integrity of the Agency’s progzams. As the highest lending volume
office in the country, we feel that the relatively fow deficiencies
(2.4% or 16 out of 660 procedures reviewad) noted in the audit reflect
well on this offics which, according to your report, vas assigned 1,908
loans valued at $662.1 million from March 1, 199€¢ te ume 30, 1997,
Neverthesless, we also recognize the nsed for continuing vigilance and
improvement and trust that other Agency units charged with overseeing,
especially PLP submissions, which comprised 18 of the 30 or 60% of the
loans ewed, will do likewise.

If you have any questions or comments or if you need additional
u!.'or—non. plmo do not hesitats to contact ma at (818) 552-3201.

Oncs again, for your assistance in alloving us to maintain
ttnhi.qbuti.n ty in our loan programs.

sociate Deputy Administrator for Capital Access
Associate Administrator for Field Operations

r 7

B, 4§&g TOTAL P.&3



Appendix D

OFFICE OF INSPECTOR GENERAL

AUDIT REPORT DISTRIBUTION

Recipient Number of Copies
YN0 0 01T 011 = (o g 1
Deputy AdMiNI Sl Or - - - - - - oo oo e 1
Genaral COUNS - o oo e e 2
Associate Administrator for

Field OperatioNS - - 1
Associate Administrator for

Financia ASSStanCe - - - o oo e 1
Deputy Associate Adminigtrator for

Financia ASS S aNCe - - - o oo oo e 1
Asociate Deputy Administrator for

Management & AdminiStratiON - - - oo 1
Financid Adminigtrative Staff - - e 1

Attention: J&ff Brown
Digtrict Director,

Los Angdes Didrict OffiCe - oo oo 1
Director,

Preferred Lender Program Processing Center - - - oo 1

Generd Accounting Offi 8-~ o oo 1



